In December 1998, the price of high-quality crude oil briefly fell below $11 a barrel as financial crises in Asia, Russia, and Brazil dampened demand. Adjusted for inflation, the price was the lowest since 1973. As the world economy recovered and grew, the price of oil rose markedly, peaking at almost $70 per barrel in 2005 before ending the year at $61 per barrel. Today, the price continues to hover at around $65.
This sustained rise in prices has generated hundreds of billions of dollars of extra revenue for oil exporting countries (e.g. the Bank of International Settlements estimates $1.3 trillion to OPEC since end-1998). This Occasional Paper examines the major sources and uses of this windfall and its impact on global imbalances. The paper is not intended to be a comprehensive assessment of the petrodollar phenomenon, but rather to identify issues that warrant further examination. Key findings of our analysis suggest that:
From 2002 to 2005, oil exporters appear to be spending proceeds from the oil windfall relatively evenly on increased imports and reserve accumulation, but import spending and the percentage spent on imports will likely rise over time.
• Some oil exporters are responding to the windfall by increasing reserves, retiring debt, and setting aside money for future generations, measures which should help insulate them from oil price volatility.
Many countries are also channeling financing to productive investments intended to support growth, in contrast to the last oil boom. However in some cases, domestic spending increases have included hefty public sector wage hikes.
The complexity and integration of financial markets make it difficult to assess fully where the oil windfall is being invested, though it is clear that domestic equity markets, and, to a lesser extent, real estate markets in the Gulf, are benefiting.
Oil producers' current account surpluses have increased already large global imbalances.
While inflation remains broadly contained in oil-exporting countries with pegged exchange rates, more flexible exchange rates would allow better control over domestic monetary conditions and promote efficient external adjustment.
• 2 The lag of import growth relative to the pace of revenue increases likely reflects two major factors: 1) conservative oil price assumptions in national budgets (e.g., of about $30-$40 per barrel); and 2) capacity limitations (especially on capital investments).
SOurCeS and uSeS Of PetrOdOLLarS
3 The first reflects a prudent initial response to the uncertainty about the duration of the recent oil price increase and a desire to smooth changes in spending over the medium and long term; the second factor reflects the to track due to the complexity and integration of financial markets. 4 Specifically, the BIS said it was unable to account for almost 70% of an estimated $700 billion in OPEC's investable funds generated by the current increase in oil prices (1999 to 2005) . This compares to 50% during the last windfall (1978 to 1982) . The BIS study estimates that of the 30% that the BIS was able to account for, two-thirds has been deposited in BIS reporting banks (significantly lower than in the previous cycle). The remaining third has been used to purchase U.S. official and private assets and, to a lesser extent, German assets.
These figures do not capture the full magnitude of the petrodollar investments, as the BIS report covers only OPEC members, thus excluding some major oil-exporting countries, in particular Russia and Norway. U.S. Treasury International Capital Reporting System data to end-September 2005 indicate that oil exporting countries made net purchases of $158 billion of long-term U.S. securities since January 2003 and had net acquisitions of $113 billion of short-term U.S. securities and banking liabilities. More funds may have been placed in U.S. assets indirectly through foreign intermediaries (e.g., in Europe or Asia). Anecdotal evidence and historical experience suggest that oil producer investments are also going into construction loans, regional stock markets, private equity funds, and possibly hedge funds located outside the United States, which are difficult to track.
Overall, the macroeconomic situation in most oil exporting countries looks positive assuming oil prices remain firm, but it will remain important to use the oil windfall wisely. As evidenced by Table 2 , many stock markets have done well in the last few years on the back of higher oil prices, improved fundamentals, and some petrodollars are staying closer to home. Despite high money growth and strong real GDP growth, inflation has also remained under control in most cases.
While inflation remains broadly contained in oil-exporting countries with pegged exchange rates, flexible exchange regimes would allow better control over domestic monetary conditions. Flexible exchange regimes would also permit the domestic economy to respond more rapidly and efficiently to changes in external financial conditions. For example, an appreciating currency under a flexible exchange rate would increase the real income of the residents of a country, by reducing the costs to them of both consumer and capital goods.
PetrOdOLLarS effeCtS On GLObaL imbaLanCeS
Because of the prominence of energy in economic production processes, and the uneven global distribution of oil resources, a rise in the price of oil implies a substantial global redistribution of wealth and, hence, purchasing power. How changes in oil prices affect global imbalances depends in part on the time period considered, how quickly adjustments in demand and supply respond to price changes, and perceptions about the durability of the price change. Price spikes, for instance, probably have relatively small, in some cases negligible, effects on global imbalances. In this case however, the price increase has been sustained, and the impact on global imbalances has been significant. For example, the U.S. oil import bill rose from $104 billion in 2002 to $252 billion in 2005 and the current account surplus of Saudi Arabia increased from 6% of GDP to over 30% of GDP over the same period. Table 3 below shows the 3-year change in the estimated external positions of major regions.
As noted, in many oil-exporting countries import growth is lagging export growth because some oil exporters have chosen to increase saving and pay down debt and some face capacity limits that constrain import demand. As capital investment projects get underway and import growth and remittance flows accelerate, particularly for countries that rely on expatriate labor, some of these current account surpluses will fall. As noted in figure 2, this reflects past experience (e.g. Saudi Arabia) when spikes in oil prices were immediately followed by large surpluses that dissipated as import spending and remittance flows rose. However, this process of adjustment will not address the impediments that existed before the recent oil price increase, especially those factors contributing to the more persistent elements of global imbalances.
( To the extent that oil exporters' revenues accumulate, global imbalances will be higher than otherwise and oil exporters will need to be part of the global adjustment process, just as emerging Asia, the United States, Japan and Europe need to play a role. The appropriate response for oil exporters will depend on each country's specific circumstances and prospects for future market conditions.
Some lower income oil exporters can be expected to absorb all or most of their higher oil revenues through increased expenditure on imports.
It is reasonable for countries such as Norway, Russia, and Oman, which anticipate a future • • decline in oil revenues, to prudently accumulate current revenues, and spread future expenditures evenly over time.
For large oil producers with limited nearterm absorptive capacity, it is sensible to increase saving and to improve their debt positions against the possibility of future lower oil prices. If oil prices remain elevated or rise, however, then policymakers in oil-exporting countries can be expected to increase spending. Ideally such spending would be concentrated in investments with high social rates of return in order to strengthen the economy, raise standards of living, and assist with global adjustment of external imbalances.
If oil prices remain elevated, large oil exporters should consider the role that the choice of foreign exchange regime can play in the adjustment process. 
